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Bankruptcy Litigation
Under the Bankruptcy Code's general rules governing executory contracts, a debtor in bankruptcy is given significant control to adjust its relationship with pre-bankruptcy contractual counterparties. Importantly, a debtor may choose to reject an executory contract, which has the effect of giving the (former) contractual counterparty only a claim for damages deemed to have arisen as of the petition date as a result of the debtor's rejection.
A counterparty cannot force the debtor to perform any further under the rejected contract, and may receive only pennies on the dollar for the debtor's breach of contract. In the watershed case ofLubrizol Enterprises, the U.S. Court of Appeals for the Fourth Circuit held -controversially -that the "rejection" provisions of the Code mean that a licensee cannot continue to exercise its rights to the debtor's intellectual property, when those rights arise under a rejected executory contract with the debtor-licensor. [1] This outcome was thought by some to be exceptionally harmful to licensees of intellectual property, who often built their businesses in reliance upon a particular license or set of licenses. Lubrizol was decided in 1985, and by 1988 Congress had amended the Code to add § 365(n), which overturned Lubrizol in part. Section 365(n) provides that when a debtor/licensor rejects an executory contract, the subject of which is "intellectual property," [2] a licensee may elect to continue acting under its license with the debtor despite the rejection. Such license rights are retained for the duration provided for in the contract, and for the term of any extensions as of right contained in the contract.
At the same time, the statute limits the licensee's power in numerous respects, balancing the licensee's right to retain its license with a number of compensating factors favoring the debtor/licensor. For one, if a licensee makes the § 365(n) election to retain its rights under the license, the licensee is not generally entitled to force the licensor to perform under the contract. Although the licensee is permitted to enforce any exclusivity provisions in the contract, the licensor is no longer required to perform any other ancillary services. Such services might include maintenance, development, support and other similar obligations. In addition, a party electing to retain rights under § 365(n) is deemed to waive any right to setoff that it might have under bankruptcy or nonbankruptcy law with respect to the contract, as well as any administrative claim for post-petition performance under the contract. Finally, the licensee is obligated to pay "all royalty payments due" under the contract. It is this "royalty" provision that is discussed below.
While, by definition, a debtor would not seek to reject a contract unless, in its business judgment, continued performance was uneconomic, a debtor often ends off in a better place after the contract has been, in essence, "rewritten" by these various parts of § 365(n). The debtor is spared any setoff arguments and administrative claims, is entitled to royalty payments, and is almost entirely relieved of its obligations to actively perform under the contract. These countervailing factors might partially or entirely bridge the gap between a profitable and unprofitable contract for the debtor -while also assuring a licensee that it will not have the rug pulled out from under it with respect to this license. [3] In sum, when § 365(n) is invoked, a contract will remain dead in some respects, but in other respects it will retain signs of life. It can lurch forward in this half-alive state for the full term of the contract. In other words, it can be thought of as a "zombie contract" or a "zombie license."
Who Gets the § 365(n) "Royalty Payments" After the Underlying IP Is Sold?
Modern chapter 11 cases commonly center on sales of the debtor's property. Even after a debtor/licensor sells IP, of course, the licensee remains entitled to elect to retain its rights under § 365(n). And as mentioned, § 365(n) requires the licensee to make "royalty payments" due under the license. The payments form a crucial part of the scheme of § 365(n), and courts are protective of the right to payment: "'Royalty payments' owed to the debtor under § 365(n) are interpreted broadly in order to [e] nsure that the estate receives full payment when a licensee takes advantage of the debtor's intellectual property." [4] The key question is this: Who is entitled to the "royalty payments" made by a licensee which elects to retain its license under § 365(n), when the underlying IP is sold? The answer turns out to be unclear and unsettled. On the one hand, it might seem that the purchaser of the IP should be entitled to receive payments from any license of that IP. After all, it is now the purchaser's (not the debtor's) IP that is being used pursuant to the "zombie license" granted under § 365(n). The debtor cannot perform under the contract because it no longer owns the IP, and any future licenses would have to be negotiated with the purchaser. The purchaser is, in essence, the party apparently burdened by the licensee's § 365(n) election.
In fact, courts that have addressed this issue lean in the other direction, at least under the particular factual circumstances presented to them. While the case law remains thin, courts have interpreted purchase agreements that transfer IP but exclude related licenses to leave the right to § 365(n) "royalty payments" with the debtor. [5] The right to payment, they reason, emerges from the licensing contract, rather than the IP itself. Thus, courts have reasoned, the stream of payments should flow to the debtor, not the purchaser.
More clarity may arrive in this arena with more development of the case law. In the meantime, how can one structure a transaction to ensure greater certainty in this arena?
There are no sure cures, but here are three practical approaches. First, consider specifying in a purchase agreement that, regardless of whether particular contracts are excluded from the purchase, the purchase of IP includes the right to receive any royalty payments due under § 365(n) that relate to any existing licenses of the IP. [6] A different approach might be to leave such rights explicitly with the debtor, and price the transaction accordingly (as the courts in the cited cases may have believed the parties did). Finally, there might also be a possibility of negotiating with a licensee "in the shadow of" § 365(n), thereby reaching a new agreement that serves the interests of all parties going forward.
